Federal lump sum transfers often fund the majority of developing country local budgets. Standard median voter models predict that most of these transfers will be returned to voters through tax decreases,"crowding out" local revenue collection. However, there is little evidence on crowd out in developing countries, where deviations from the standard model might generate very different responses to transfers. I exploit exogenous variation in federal lump sum transfers to Philippine municipalities to identify the effect of transfers on local revenue collection. Contrary to the standard prediction, I
Introduction
Can decentralization improve service provision in developing countries? Classic models predict federal transfers, common in decentralized developing countries, to decrease local revenue collection rather than improve local capacity to deliver services to the poor.
1 However, Bardhan (2002) argues these models have limited applicability in developing countries. Decentralization policies are typically (i) motivated by poverty alleviation, not efficiency, and
(ii) vulnerable to corruption due to weak governance. Given these differences, it is an empirical question whether transfers build capacity or fuel corruption. Recent empirical evidence from Brazil supports the latter: transfers encourage more corrupt local mayoral candidates and patronage in weakly governed localities (Brollo et al. (2013) and Caselli and Michaels (2013) ).
This paper is the first to examine the causal effect of developing country federal transfers on a measure of local capacity: the ability of local governments to collect their own revenues.
Using data from 1465 Philippine municipalities over nine years, 2 I find evidence that transfers can be capacity building even in the presence of weak governance. Contrary to standard public finance model predictions, transfers increase, or "crowd in" local revenue by 0.34-0.39 cents per dollar of additional transfer. Within local revenues, transfers increase both tax and non tax revenue. I explore heterogeneous effects of transfers, and find that revenue increases are higher in municipalities with higher levels of existing capacity, proxied by the ratio of registered municipal births to total municipal births from the 2007 census. The transfer does not appear to help places with low levels of existing state capacity increase local revenues. Rather, it is the higher state capacity places that are in a position to use the transfer to build further capacity. I also find that transfers decrease child malnutrition, 1 Developing country local governments rely on transfers from the national government to finance anywhere from 45% (Colombia) to 85% (Philippines) of their budget, relying on locally collected taxes and fees to cover remaining spending needs (Melo (2002) ). In contrast, U.S. municipal governments receive significantly less of their budget (25%-30%) from state and federal sources, raising a much larger fraction from local sources (National League of Cities (2014)).
2 The Philippine equivalent of U.S. counties.
evidence that the additional revenues are put towards welfare improving programs rather than toward patronage or the mayor's private income.
The Philippines is an exceptional testing ground to study whether developing country federal transfers build capacity or fuel corruption. The transfer I study is (i) large, accounting for the majority of municipal government revenue, (ii) automatically disbursed directly to municipal governments and (iii) formula based, generating exogenous variation. The Philippines is also characterized by weak governance. Transparency International continually ranks the Philippines near the bottom 25th percentile in their Corruption Perceptions Index, and extortion and vote buying are common in local governments (Cruz (2014) ).
To identify causal effects, I instrument for reported federal transfers using exogenous variation in an allocation formula used to determine the amount of transfer each municipality receives. The formula contains five main sources of variation: municipal census population (measured every 5-7 years), municipal land area, the total size of the municipal transfer program, total municipal land area and total municipal census population. These sources enter multiplicatively into the allocation formula, generating variation in transfers that is exogenous to local revenue collection conditional on controls.
The standard median voter model predicts that federal transfers decrease local revenue. In equilibrium, the median voter's preferred bundle of private and public goods is implemented.
Voters treat public income (government's budget) and private income (voter's budget) as equivalent. Increases in transfers represent an increase in public income. When income increases (public or private), the income effect induces the median voter to increase demand for both public goods, through increased government spending and private goods, through lower taxes. Thus, transfers decrease, or "crowd out" local revenues.
However, deviations from this standard model can produce the "crowd-in" effect I identify. I consider three such deviations. These explanations require mechanisms beyond those in the current fiscal transfer literature, which focuses almost exclusively on developed countries.
I consider three potential mechanisms: (i) fixed costs and credit constraints and (ii) fiscal stimulus.
Fixed costs and credit constraints are a straightforward deviation from the standard model that is absent from the literature, but likely to occur in developing countries. There may be fixed costs to revenue collection, and credit constrained municipalities cannot cover these costs on their own. Once a large enough transfer comes in, municipalities can cover fixed costs and increase revenue collection.
An alternative mechanism is fiscal stimulus. In this world, the municipality receives a transfer spends most of it on public goods. These public goods stimulate spending on private goods.
Private goods are taxed, thus increased spending on private goods drives increased tax revenues.
I conclude that (i), fixed costs and credit constraints, is most consistent with my results by ruling out the other two explanations as dominant mechanisms. I rule out fiscal stimulus as the dominant effect by finding no evidence that private sector activity drives my results, as measured by municipal new construction.
Finally, I show that transfers generate small, but measurable declines in local child malnutrition. In contrast to the recent studies in Brazil, this result suggests that transfers do not flow primarily to patronage, vote buying or the mayor's private income. Rather, additional revenues are spent on increased public services that alleviate poverty.
This paper contributes to the vast "flypaper effect" literature that tests the median voter crowd out prediction empirically. These papers find that spending on public services increases by more than the model predicts, and taxes decrease by less than the model predicts (see Hines and Thaler (1995) for a review, Dahlberg et al. (2008) for a more current example).
This literature explores various mechanisms for this result: asymmetric information (Filimon et al. (1982) ), costly taxation (Aragon (2013) ), fiscal illusion (Hines and Thaler (1995) ) and budget persistence Chamberlain (2013) . However, these mechanisms are not sufficient to explain why local revenues increase, only why they decrease less than expected. Therefore, these mechanisms alone cannot explain my result.
This paper also contributes to a small, but growing literature on transfers to local governments in developing countries. Recent evidence from Brazil suggests that transfers can have adverse effects in the presence of weak governance. Transfers have been shown to increase local corruption (Brollo et al. (2013) ) and oil windfall revenues are suspected to flow towards patronage and embezzlement (Caselli and Michaels (2013) ). This paper is the first to provide evidence that transfers can be capacity building and welfare improving even in the presence of weak governance.
Finally, this paper adds to the broader literature on fiscal decentralization in developing countries (see Bardhan (2002) for a review). In practice, many developing countries (including the Philippines) have devolved service provision but not revenue collection (Gadenne and Singhal (2013) ). In other words, federal transfers, rather than local revenues, fund a large portion of local service provision in many decentralized developing countries. Thus, understanding federal transfers is critical to the study of decentralization in developing countries.
Because transfers comprise the majority of Philippine local government budgets, there is also considerable policy work exploring the impact of transfers (Manasan (2007 ), Gatmaytan (2001 ). These studies focus on design, implementation, and transfers' role in local fiscal autonomy, or the ability of local governments to raise their own revenues. The most related work is Capuno (2001) , a policy oriented paper examining a major decentralization policy change in a panel of Philippine provinces. He finds that transfers are correlated with increases in local revenues after the policy change, but does not attempt to address the endogeneity of transfers or explore the theoretical implications.
This paper proceeds as follows. Section I describes the IRA transfers fund the majority of average municipal budgets. Figure 2 depicts the distribution of the IRA transfer as a share of the total local budget for municipalities in the Philippines. The average municipality takes in 85% of its revenues from the IRA. This is on the high end for developing countries. Transfers account for around 45% of local revenues in Colombia and 60% of local revenues in Peru (Melo (2002) , Aragon (2013) ). For the US, the figure is around 25-30% (National League of Cities (2014)).
The IRA transfer is disbursed directly to municipal governments from the national government. Thus, there is less potential for endogenous political manipulation and leakages at the province or regional level before the transfer reaches municipal authorities. This system of transfers has existed in its current form since the early 1990s, when the Philippines enacted the Local Government Code of 1991 (LGC), a policy designed to expand the autonomy of local governments by delegating service provision and various regulatory powers to localities. The IRA transfer's allocation formula was designed to make transfer distribution less politicized after the highly discretionary transfer system under autocrat Ferdinand Marcos.
The transfer itself was designed to provide local governments with the additional resources necessary to fund their new responsibilities. For Philippine municipalities, these responsibilities include providing primary health care through municipal and barangay (village) health offices (Atienza (2004)) and running various public enterprises (markets, bus terminals, slaughterhouses) and extension services (agricultural, veterinarian, irrigation (BLGF (2007) ).
Data
To test for the effect of transfers on local revenues, I use publicly available annual munic- 4 The local expenditure data are thought to be unreliable due to discrepancies in capital versus current accounts, which should not affect the local revenues data. 
Local Revenues and Philippine Municipalities
Philippine municipalities collect local revenue from both tax and non tax revenue sources.
Tax revenues account for 60% of local revenues, non tax revenues account for the remaining 40%. Figure 3 presents the various sources of tax and non-tax revenue. The majority of tax revenues come from business taxes and real property taxes. Non-tax revenues are made up primarily of various user and regulatory fees and receipts from economic enterprises run by the municipality (mostly public utilities, markets and slaughterhouses).
Municipalities exercise some control over both local tax and local non tax revenue. On the tax side, business and property tax rates are exogenously set at higher levels of government.
However, municipalities are charged with collecting these taxes.
5 In a country where tax evasion rates are high, tax collection is a nontrivial task (NTRC (2010)). Thus, in practice municipalities play a large role in determining the level of local revenue collection by controlling the level of enforcement. In other words, municipalities set an effective tax rate (less than or equal to that set by law). On the non tax side, municipalities set both the rate and enforcement for local non tax revenues. Upon receiving additional fiscal resources (such as transfers), municipal governments are free change the level of either tax or non tax revenues in response.
To illustrate some basic characteristics of Philippines municipalities, Table 2 Philippine municipalities also exhibit wide variation in measures of health and economic wellbeing. In the average municipality, 1.66% of children are severely underweight. However, some municipalities manage to have no underweight children, in others as much as 21% of children are severely underweight. In terms of economic well-being, the average municipality builds around $500,000 (23.24 PHP) worth of new buildings, but in some years do not see any new construction whatsoever.
Finally, Table 2 also illustrates that credit availability is limited. The typical municipality borrows a mere $12,000 USD (0.60 million PHP) per year, a tiny fraction of the total local 6 In the Philippines, municipalities can change both geography and local government classification. Larger municipalities divide into smaller municipalities. Very large municipalities convert into cities, a different type of local government designation. Cities get IRA transfer as well, but from a separate pot than the municipalities. To maintain geographic and administrative consistency, I drop municipalities that split and those that converted into cities (once they became cities), totaling around 1% of the sample. Additionally, there are around 70 municipalities missing from the 2000 fiscal data, but that appear in later years. These 70 municipalities are included for 2001-2008 and the panel is thus unbalanced. budget (≈ 1%). The 90th percentile of loan income in a given year is zero, and two thirds of municipalities never take out loans at all during the sample.
Empirical Strategy

Estimation Model
Let R it be local revenues and τ it be federal transfers reported in the budget in municipality i, year t. If reported transfers τ it were randomly distributed across municipalities, I could estimate β 1 , the average annual change in municipal revenue per additional dollar of federal transfer using OLS:
There are several reasons to believe that OLS estimates are biased. The allocation formula itself, described in more detail below, is exogenously determined by the federal government.
Thus, reported transfers contain two sources of variation: variation explained by the formula and variation unexplained by the formula. While the formula explains a significant fraction of the variation in reported transfers (the first stage F statistic for a regression of reported transfers on the allocation formula is 638 with an R 2 of 0.52), Figure 4 , a partial regression plot of the changes in reported transfers on changes in formula predicted transfers, illustrates that there is extra variation in the reported transfer that is not explained by the formula.
Some places report they receive more transfer than they should, while others report they receive less transfer than they should.
The IV specification is run in first differences, but the formula itself is implemented in levels. Thus, the levels regression of the first stage has a higher R 2 of around 0.95. This is because differencing lowers the signal to noise ratio.
These discrepancies between the formula and the reported transfer are likely to bias the OLS estimates in (1). They could be simple reporting errors by the municipality. Annual budget data are recorded by each of the 1465 individual municipal budget officers. Thus, budget figures may sometimes be misreported. If this reporting error is uncorrelated with local revenue collection, it is classical measurement error, biasing OLS estimates downward relative to IV estimates.
The discrepancies could instead be driven by political manipulation. Mayors may be able to use their political power to negotiate a higher transfer than is guaranteed in the formula.
This type of variation is very likely to correlate directly with local revenue collection, as politically powerful mayors are likely to also be good at collecting taxes. Thus, higher transfers are correlated with higher taxes and OLS estimates would be bias upward relative to IV estimates.
To eliminate these biases, I implement the following two stage least squares specification:
where R it is local revenues in municipality i in year t, τ it is the reported transfer and z it is the formula driven transfer given in (4). Standard errors are clustered at the municipality level. The exclusion restriction requires that the formula driven transfer z it have no direct impact on local revenues R it , conditional on controls.
First differencing removes municipal fixed effects (which removes sources of biased variation listed above that are fixed within municipality over time) and controls for nonstationarity in the levels of unobserved local revenues R it and unobserved instrumented transfersτ it . From Figure 1 it is clear that transfers are autocorrelated. I also include municipality specific linear trends α i , year fixed effects α t , and additional municipality specific controls w it to address validity concerns in the IV estimates, discussed in detail below. Standard errors are clustered at the municipal level.
IV Construction
To instrument for reported transfers, I exploit exogenous variation in the IRA transfer τ it generated by an allocation formula codified in the Philippines Local Government Code of 1991. Each year, the Department of Budget and Management (DBM) uses this formula to calculate each municipality's IRA transfer. The formula, shown in (4), has three terms:
(i) a population share term, (ii) a land share term, and (iii) an equalization term. The equalization term, which divides 25% of the total transfer program evenly among the M t municipalities, is absorbed by year fixed effects in (2). Thus, I use variation in (i) and (ii) in my analysis, allowing me to run an overidentification test on the instrument.
Collectively, the remaining two components of the formula have four main sources of vari-ation: census population (census pop it ), total municipal transfers (T t ), and total municipal census population ( Mt j=1 census pop j ) and total municipal land mass ( Mt j=1 land j ). Census population changes discretely within municipality across year each time new census population numbers are applied to the formula. Total municipal transfers change across year but remain fixed across municipalities, as they are a fixed fraction of national tax revenues from three years prior. The total number of municipalities M t changes across year each time a municipality converts into a different Philippine administrative unit known as a city. These changes drive variation in total municipal census population and land mass. Each time a municipality converts into a city, the set of municipalities decreases, thus total municipal population and land also decrease. Each remaining municipally gets a proportional boost in transfer.
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In any given year, the allocation formula (4) changes due to variation in at least one of these four components. These components enter multiplicatively in the formula, rather than additively, which is important for identification. The majority of the variation comes from total municipal transfers T t . However, I must use all sources of formula variation to have enough power to identify second stage effects.
Taken together, these four sources of variation are a mix of anticipated and unanticipated variation in local transfers. However, total municipal transfers T t drive most of the variation, and they are fully anticipated. Thus, my results should be interpreted as the effect of an exogenous, but anticipated increase in transfers on local revenues.
IV Validity
The exclusion restriction requires that variation in the allocation formula z it be uncorrelated with unobserved local drivers of municipal revenue R it . The formula contains four potentially endogenous sources of variation: total transfers, census population, total municipal land and total municipal census population. In levels, these sources of variation have a direct impact on municipal revenues in levels. However, in the formula, they enter multiplicatively, allowing me to control for the endogenous level variation and isolate the exogenous interaction variation.
Total transfers are correlated with macroeconomic conditions from three years prior, which may affect current macroeconomic conditions and thus current local budgetary decisions.
To address this concern, I control for current macroeconomic conditions with year fixed effects.
Census population changes discretely with each new census. This discrete jump contains two sources of variation: true population and administrative error. This error is uncorrelated with factors that determine local budget decisions. Instead, it is driven by administrative processes at the National Statistics Office (NSO).
10 True population is endogenous: higher population growth means more people to tax. To address this concern and isolate the variation in administrativeve error, I include a variety of municipality specific controls for population growth (municipality specific linear trends, municipality specific quadratic trends, a proxy for local economic activity and indicators for population quartile-year ).
Census population may also be endogenous due to direct manipulation by local authorities. Finally, total municipal land and population are driven by large municipalities choosing to convert into cities, another type of Philippine administrative unit. Each time a municipality converts into a city, it is dropped from both the municipal transfer pool and from my sample. The remaining municipalities receive a proportional boost in transfer. Conversion to city status is likely endogenous to local tax collection in the municipalities that choose to convert, since cities receive larger transfers. However, it is likely exogenous to the remaining municipalities that are still in the sample. Moreover, the timing of these conversions is unpredictable since the majority of the variation is driven by Supreme Court decisions.
Famously, there are 16 cities that have converted in and out of city status twice due to the Supreme Court's reversals. These decisions force the national government to make unexpected adjustments to the transfer allocations in the middle of the year. Figure 4 and Table 1 show that the allocation formula IV is a strong predictor of the reported transfer in the annual budget data. Figure 4 displays a scatter plot of the first stage (2), indicating a strong positive relationship between changes in the reported transfer and changes in the formula-calculated transfer (F statistic of 758). To put these changes in perspective, the average percent change in formula-calculated municipal transfer from year to year is around 8%. This amount translates to 6.4% of total income for the average municipality. Thus, variation generated by the instrument represents nontrivial movement in local resources. Table 3 presents the results for all local revenues combined, including all locally collected tax and non tax revenues shown in Figure 3 . The table includes the OLS and IV estimates for equation (3), regressing changes in local revenues on changes in instrumented transfers.
IV Relevance
OLS and IV Results
For comparison, columns 1 and 2 show OLS and IV results from estimating equation (3) without municipality specific linear trends. These regressions include no controls for true municipal population other than municipal fixed effects. Point estimates for transfers are positive and significant for both OLS and IV. Columns 3 and 4 add municipality specific linear trends, and the results remain robustly positive and significant. For an additional dollar of transfer, IV results predict local revenues to increase by 36 cents. Point estimates for regressions with municipal trends are smaller than those without trends. This is expected, since controlling for true municipal population eliminates some of the upward bias driven by census population in the instrument.
The dependent variable in the Table 3 regressions is total locally collected revenue (i.e. combined tax and non tax revenues). However, the local government budget data allow me to distinguish between different sources of local revenue. Thus, I test for whether this result is driven primarily by tax or non tax revenues, and find the most robust results for regulatory and user fees. However, the point estimate for fee revenue is not large enough to account for the entire effect. Table 4 displays the results of re-running the specifications in Table 3 , but with the two major sources of tax revenue, business and real property taxes, as the dependent variable. Thus, it appears that tax revenues drive a the majority of the increase in total revenues.
I re-run the analysis for regulatory and user fees (Table 5) , and I find robustly positive and significant effects across all specifications. The point estimates are smaller than those for total local revenues ( Table 3 ), suggesting that local regulatory and user fees account for some, but not all, of the increase in local revenue.
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Classical measurement error is likely the dominant source of bias. IV point estimates are statistically higher than OLS estimates. Among likely sources of bias, classical measurement error is the only source of negative bias. The other likely sources (systemic reporting error and political manipulation) would inflate OLS estimates upward. is the higher state capacity places that are in a position to use the transfer to build further capacity. Column 1 displays these heterogenous state capacity results by interacting the fraction of registered births with the transfer. The coefficient is positive and significant, indicating that places with higher state capacity achieve larger increase in local revenues than do places with lower state capacity. This measure of state capacity may simply be a proxy for population (more populous places have higher levels of state capacity). However, Column 2 shows that this is not the case. When the transfer is interacted with the level of local population (linearly interpolated from the census data), there are no significant heterogenous effects.
Finally, Table 7 illustrates that transfers decrease child malnutrition. I run (3) with the percent of severely underweight children on the left hand side. I find that transfers cause small but statistically significant decreases in child malnutrition. For an additional dollar of transfer, the percent of severely malnourished children decreases by 0.014 from average of around 1.7 during the sample period, around a 0.8% decline. Though this decrease is small, it suggests that local governments are using additional funds in a way that improves child 11 I also run these regressions with spending on the left hand side, even though spending data are thought to be unreliable due to discrepancies in capital versus current accounts. The results are noisy and uninformative.
welfare. Such programs may not be explicitly targeted at children, but may nonetheless result in child welfare improvements.
Threats to Validity
The major threat to validity in my specification is that municipalities with faster true population growth both receive more transfers and collect more revenue. If I do not adequately control for true population growth, my results simply show that faster growing places collect more revenue than slower growing places, biasing estimates upward.
I rule out differential changes in revenue for municipalities of different sizes in Table 8 Another threat to validity is political manipulation. There are certain provinces whose 2007 census population growth rates were glaringly large and out of line with the rest of the country. All of these provinces are all located in the same partially autonomous area in one of the poorest regions in the Philippines, the Autonomous Region in Muslim Mindanao (ARMM). Table 9 reproduces Table 3 , dropping the affected municipalities. Results are still robustly positive and significant.
Finally, since the allocation formula contains two instruments (the first and second terms in (4)), I can run an overidentification test for validity of the instruments. Table 3, column 4 reports Hansen's J statistic for the main specification. The test fails to reject the null that the instruments are valid. (Table 10) , (ii) per capitizing the entire specification (Table 11) , and (iii) adding lagged instrumented transfers to control for autocorrelation (Table 12) .
Robustness Tests
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Results Interpretation
I find that, contrary to the predictions of standard public finance models, transfers increase rather than decrease total local revenues (i.e. transfers crowd in local revenue collection).
I also find evidence of improved welfare outcomes, since I find that transfers decrease child malnutrition. These results address the policy concern that local governments only use transfers as a substitute for raising their own revenue (i.e. spending "free" money from the central government rather than raising money on their own). These results also challenge the use of standard public finance models in the developing country context, suggesting mechanisms beyond those in the flypaper literature to explain local fiscal response to lump sum transfers.
12 Adding more than one lag does not significantly alter the results.
By ruling out endogenous population growth in Section 4.2, I turn to theoretical explanations to interpret my results. The flypaper effect literature identifies several mechanisms to alter the median voter model such that transfers increase government spending by more than model predictions.
13 However, these explanations are not sufficient to explain why transfers increase tax revenue. They can only explain why taxes decrease by less than expected. Thus, I alter the median voter model with mechanisms beyond those in the flypaper literature to reverse the standard prediction that transfers decrease, rather than increase, tax revenues.
Moreover, these three mechanisms are more likely to be relevant in developing countries: (i) revenue collection fixed costs and credit constraints and (iI) fiscal stimulus. By ruling out fiscal stimulus as the dominant mechanism for my results, I find that (i), revenue collection fixed costs and credit constraints, is most consistent with my results.
Fixed costs and credit constraints are straightforward deviations from the median voter model that are not considered in the flypaper literature. However, developing country local governments may face fixed costs to revenue collection, and credit constraints may prevent them from covering these costs on their own. Instead, transfers must cover the fixed collection costs. Once the cost is paid, the municipality can increase local revenue collection. This mechanism is reasonable in the Philippine context. Philippine local governments use very little credit and appear to be credit constrained (Liu et al. (2013) ). There may be a fixed cost to tracking down unlicensed businesses and buildings, which are common in the Philippines.
But, once they are licensed and "on the books," they generate a steady stream of license renewal and tax revenue (and back tax revenue, as municipalities often issue a new permit conditional on paying back taxes (GIZ Decentralization Progam (2007)).
14 13 These mechanisms include asymmetric information, fiscal illusion and costly taxation. Under asymmetric information, voters do not observe transfers, and a budget maximizing government is free to spend the entire transfer on public services (Filimon et al. (1982) ). Under fiscal illusion, voters confuse the average and marginal prices of public goods. Transfers decrease the average price of public goods, inducing an increase in demand for government spending (Hines and Thaler (1995) ). However, the price elasticity of public goods would have to be astronomically high to generate crowd in. Finally, if it is costly to raise local revenue, then transfers act as a source of "free money." Transfers again lower the price of public goods, and increase demand (Aragon (2013) ).
14 An alternate, less optimistic, mechanism is a fixed cost of extortion. In the Philippines, both insurgent
One testable implication of the fixed costs mechanism is that transfers cause persistent increases in local revenues. Once a municipality has paid the fixed cost, its revenues should continue to be higher in subsequent years. A test for these persistent effects is to run a regression that includes both transfers and lagged transfers as explanatory variables, then test whether the sum of the coefficients is greater than zero. I run such a regression in Table   12 . However, the standard errors on the lagged coefficient are too large to run a precise test.
Thus, I do not have enough power to identify these dynamic effects.
An alternative mechanism is fiscal stimulus. In this world, the municipality receives a transfer and, due to the various mechanisms identified in the flypaper literature, spends most of it on public goods rather than decreased taxes. These public goods stimulate spending on private goods. Private goods are taxed, thus increased spending on private goods drives increased tax revenues. Since transfers represent a large fraction of developing country local budgets, stimulus effects are more likely to be large enough to generate increased tax revenues.
This interpretation can partially explain my results. Due to differential timing of fee and tax revenue collection, fiscal stimulus can only explain why permit fees increase, but not why total revenues increase. Suppose fiscal stimulus causes new businesses to open and new homes to be built. These new entities require local permits, thus owners will pay all regulatory fees before opening. This could explain the observed increase in local regulatory fees. Owners will also owe taxes, but these taxes will not be due until the following year (as in the US). 15 . Thus, increases in tax revenues from the current year cannot be driven groups and the government compete for control over municipalities (Berman et al. (2013) ). Control over a municipality is lucrative, as it allows access to public funds and extortion opportunities. If insurgents control a territory, they extract extortion rents from the local population and local mayor. If the mayor wishes to control the territory, he must pay a fixed cost to controlling the municipality by hiring a private army to win control from the insurgents (not uncommon in the Philippines). The transfer can fund this army. The army can then intimidate the local population into paying increased tax revenues. However, this story is unlikely given how local extortion works in the Philippines. Common types include: a permit for a building is only issued once the builder agrees to use a "mayor approved" contractor, or only after the builder contributes to the mayor's "charity" (i.e. his private income) (Palabrica (2014) ). Neither of these types of extortion would be reported in the official local budget as tax revenues. I cannot rule out that extortion occurs, but it is unlikely to be the effect I identify. 15 Unlike in the US, in the current fiscal year, Philippine municipalities report tax revenues collected during the same fiscal year, rather than in the previous fiscal year by fiscal stimulus. Rather, they must be driven by increased tax collection of taxes owed from the previous year. Since permit fees only account for around 10% of the increase in local revenues, they cannot account for the entire observed effect (which includes tax and fee revenues). The fixed cost mechanism can explain increases in both.
Fiscal stimulus has several testable implications. First, transfers induce increases in private sector spending, which I can proxy for using new construction data. Table 8 , column 2 runs the baseline specification with new construction as a control. If private sector activity were driving my effect, the coefficient on transfers should be insignificant and the coefficient on new construction should be significant. However, including private sector construction as a control in the baseline specification has very little effect on the coefficient on transfers.
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Second, the timing of tax collection implies that lagged transfers should induce increases in current tax revenues (since lagged transfers predict lagged private sector activity, the taxes for which are owed during the current year). Column 3 of Table 12 reruns the regressions of tax revenues on instrumented transfers but includes lagged transfers as an explanatory variable. If transfers increased taxable private sector activity, we would expect the coefficient on lagged transfers to be positive and significant. However, the estimate is underpowered and I cannot rule out the possibility of large increases or decreases in current tax revenues.
These two tests suggest that fiscal stimulus cannot fully explain my results.
I use empirical and contextual evidence to rule out fiscal stimulus the dominant mechanism for my results, leaving fixed costs and credits constraints. My results suggest that fixed costs and credit constraints be considered in public finance models of developing country local governments. However, to show definitely that transfers are capacity building, I must demonstrate that additional revenues improve local welfare outcomes.
Recent evidence from Brazil shows that when political systems are weak, transfers may fuel corruption and patronage. Increased transfers induced more corrupt mayoral candidates to run for office (Brollo et al. (2013) ). Increased oil windfall revenues increased spending, but did not translate to improved welfare outcomes. Instead, revenues were likely spent on patronage (Caselli and Michaels (2013) ). To test for these effects in the Philippines, I rerun my baseline specification with a proxy for local poverty, municipal child malnutrition. Unlike in Brazil, I find that transfers generate small reductions in child malnutrition, evidence that additional revenues are spent on local services rather than patronage or vote buying.
Conclusion
This paper uses exogenous variation in Philippine municipal transfers to find that fiscal transfers increase local revenue collection, a measure of local capacity. I rule out fiscal stimulus as a potential mechanism for these results, concluding that fixed costs and credit constraints are the dominant mechanism driving increase local revenue collection. In addition to showing that transfers increase local revenue collection, I show that show that transfers decrease child malnutrition. Thus, I provide evidence that despite weak governance, transfers can increase capacity and reduce poverty, a major goals of developing country decentralization.
Future empirical work is needed to further our knowledge of transfers and capacity building in developing countries. Future theoretical work can reveal how fixed costs and credit constraints affect fiscal models of local governments. 
